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EXECUTIVE SUMMARY 
 
 These proposed regulatory amendments are intended to clarify the disclosure and 
disqualification requirements in regulations 18703.1 through 18703.5.  In addition, the proposed 
amendments are meant to clarify some aspects of the “otherwise related business entities” rule.  
 
 Regulation 18703.1 provides that an official has a financial interest if a governmental 
decision will have a material financial effect on any business entity which is a parent or 
subsidiary of, or is otherwise related to a business entity in which the official has a financial 
interest.  This is known as the “otherwise related business entities” rule.   
 
• Amendment 1 - Regulations 18703.1 through 18703.5 are intended to set forth an official’s 

disqualification obligations, not the official’s disclosure obligations.  The language of the 
regulations, however, if read literally, can be read to apply to disclosure obligations as well.  
Therefore, staff recommends the adoption of clarifying language to these regulations. 

 
• Amendment 2 – Regulation 18703.1 sets forth the otherwise related business entities rule.  

Section (d)(3) of that regulation provides that “an official who holds a reportable investment 
in one business entity need not disclose the name of any parent, subsidiary or otherwise 
related business entity on his or her Statement of Economic Interests.”  This language can 
mislead readers into assuming that because there is no disclosure requirement for otherwise 
related business entities, under any circumstances.  That is not the case.  Therefore, staff 
recommends deleting the misleading language. 

 
• Amendment 3 – Currently, regulation 18703.3 does not apply the “otherwise related business 

entities rule” to sources of income, although regulation 18703.1(c ) purports to do so.  The 
language in 18703.1 currently only applies to business entities in which the official has 
another type of economic interest, such as holding an investment, receiving income, or 
holding a business position.  Placing that language in regulation 18703.3 makes it more clear 
to a reader researching issues related to sources of income.  Therefore, staff recommends that 
the Commission amend regulation 18703.3 to apply the rule to business entities that are 
sources of income to the official.  
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BACKGROUND 

 
 The Act requires public officials to disclose their economic interests, and under certain 
circumstances, disqualify themselves from governmental decisions that will have a material and 
foreseeable financial effect on an official or the official’s economic interests.  This is considered 
a conflict of interest.  To determine if a disqualifying conflict of interest exists, the Commission 
has set out an 8-step analysis.  The eight steps are: 
 

(1) Determine whether the individual is a public official, within the meaning of the Act.  
 
(2) Determine whether the public official will be making, participating in making, or 

using or attempting to use his/her official position to influence a government decision.  
 
(3) Identify the public official’s economic interests.  
 
(4) For each of the public official’s economic interests, determine whether that interest is 

directly or indirectly involved in the governmental decision which the public official will be 
making, participating in making, or using or attempting to use his/her official position to 
influence.  
 

(5) Determine the applicable materiality standard for each economic interest, based upon 
the degree of involvement determined pursuant to California Code of Regulations, title 2, section 
18704.  

 
(6) Determine whether it is reasonably foreseeable that the governmental decision will 

have a material financial effect on each economic interest identified. 
 
(7) Determine if the reasonably foreseeable financial effect is distinguishable from the 

effect on the public generally.  
 
(8) Determine if the public official’s participation is legally required despite the conflict 

of interest.  
 
The third step is to identify the economic interests that may be impacted by the decision. 

Under section 87103 of the Act, there are six different types of economic interests which may 
result in a conflict of interest requiring the public official to disqualify himself or herself from a 
governmental decision.  These economic interests, for purposes of disqualification under sections 
87100 and 87103, are set forth in regulations 18703 through 18703.5.  While these rules are 
similar to those applicable to disclosure (set forth elsewhere in the Act), they are not exactly the 
same.   
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For example, regulation 18703.1(d)(3) provides that “an official who holds a reportable 
investment in one business entity need not disclose the name of any parent, subsidiary or 
otherwise related business entity on his or her Statement of Economic Interests.”  The apparent 
purpose of the provision is to notify the public that regulation 18703.1 pertains to conflict of 
interest/disqualification, and does not create any new disclosure responsibility for the official.  
However, this regulatory provision, if read literally, can be read to repeal the statutory 
requirement of section 87206, to disclose investments or interests in real property.   

 
In addition, while regulation 18703.1 applies to sections 87103(a) (investments) and (d) 

(business positions), section 87103(c), which applies to sources of income, is referenced as well, 
even though regulation 18703.1 does not deal with sources of income.  These rules as they apply 
to sources of income should be addressed in regulation 18703.3. 

 
REGULATORY ACTION 

 
Amendment 1 -- Regulations 18703.1 - 18703.5:  Since regulations 18703.1 - 18703.5 

are specifically drafted to deal with the official’s disqualification obligations (as opposed to 
disclosure), the Commission will consider adding language to each of the regulations to clarify 
that they only apply to disqualification under sections 87100 and 87103.  The language may 
read: “For purposes of Government Code sections 87100 and 87103....”  

 
Amendment 2 -- Regulation 18703.1:  Under certain circumstances, the official with an 

economic interest in a business entity is also deemed to have an economic interest in other 
business entities which are parents, subsidiaries, or otherwise related to the business entity in 
which he or she holds an interest.  (Section 82034.)  Regulation 18703.1(d)(1) and (2) provides: 
 

“(1) Parent-subsidiary. A parent-subsidiary relationship exists when one 
corporation directly or indirectly owns shares possessing more than 50 percent of 
the voting power of another corporation. 

 
“(2) Otherwise related business entity. Business entities, including 

corporations, partnerships, joint ventures and any other organizations and 
enterprises operated for profit, which do not have a parent-subsidiary relationship 
are otherwise related if any one of the following three tests is met: 

 
“(A) One business entity has a controlling ownership interest in the other 

business entity. 
 
“(B) There is shared management and control between the entities. In 

determining whether there is shared management and control, consideration 
should be given to the following factors: 
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“(i) The same person or substantially the same person owns and manages 
the two entities; 

 
“(ii) There are common or commingled funds or assets; 
 
“(iii) The business entities share the use of the same offices or employees, 

or otherwise share activities, resources or personnel on a regular basis; 
 
“(iv) There is otherwise a regular and close working relationship between 

the entities; or 
 
“(C) A controlling owner (50% or greater interest as a shareholder or as a 

general partner) in one entity also is a controlling owner in the other entity.” 
 
 As noted above, regulation 18703.1(d)(3) provides that “an official who holds a 
reportable investment in one business entity need not disclose the name of any parent, subsidiary 
or otherwise related business entity on his or her Statement of Economic Interests.”  However, 
this regulatory provision, if read literally, can be read to repeal the statutory requirement of 
section 87206. 
 
 Staff proposes deleting subdivision (d)(3).  Subdivision (d)(3) is ambiguous as described 
above and unnecessary once the new introductory language is added to the regulation as 
described in Amendment 1. 
 
 Amendment 3 -- Regulation 18703.3:  As noted above, there are six different types of 
economic interests which may result in a conflict of interest for a public official.  Several of the 
economic interests can pertain to businesses.  For example, an official may have an economic 
interest in a business entity by virtue of holding an investment in the business (section 87103(a)), 
receiving income from the business (section 87103(c)) or holding a business position in the 
business entity (section 87103(d)).  Regulation 18703.1 was specifically drafted to deal with 
economic interests in business entities that are created by virtue of business positions and 
investments.  Regulation 18703.3 was drafted to deal with sources of income, including sources 
of income which are business entities.  However, only regulation 18703.11 has a provision which 
provides that an official has a financial interest in a decision within the meaning of section 
87100 if it is reasonably foreseeable that the decision will have a material financial effect, 
distinguishable from its effect on the public generally, on any business entity which is a parent 
or subsidiary of, or is otherwise related to a business entity in which the official has a financial 
interest. (Regulation 18703.1(d)(3).) Thus, this rule would appear not to apply to economic 
interests in a business entity that is based on an income. 
 
 Staff is proposing that the Commission take the parent subsidiary rule in regulation 
18703.1 and duplicate it in regulation 18703.3 (sources of income) so that the same rule will 

                                                           
1 In 1998, the existing rules regarding parents, subsidiaries, and otherwise related business entities were merged and 
moved into step 3 of the standard analysis.  (Regulations 18703 -18703.5.) 
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exist for investments and business positions in regulation 18703.1, and sources of income in 
regulation 18703.3.  As the memorandum points out, this is consistent with existing advice under 
the otherwise related business entity rules.    
 
 Recommendations:  Staff recommends adoption of the proposals set forth above. 
 
 
Attachments:   
 Regulations 18703.1 through 18703.5 
 
 

 


